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American Institute of Accountants 
Library and Bureau of Information 
SPECIAL BULLETIN N O . 10 
October, 1921 
[The Committee on Administration of Endowment authorizes the 
publication of special Bulletins, of which this is one, on the distinct 
understanding that members are not to consider answers given to 
questions as being official pronouncements of the Institute, but merely 
the individual opinions of accountants to whom the questions were 
referred. It is earnestly requested that members criticise freely and 
constructively the answers given in this or any other Bulletin of this 
series.] 
C A S H C O M M I S S I O N S 
Q. The corporation I have in mind is selling its own capital stock 
through agents, paying the agents a cash commission on the sale. To my 
way of thinking, the commission, if it amounts to any considerable sum, 
could be capitalized, and the expense prorated over a number of years or 
carried indefinitely, since it is incurred for the purpose of expansion. 
I find no authority covering this point. It is not the same as discount on 
bonds since the stock has not a certain maturity date. 
A . The cash commission paid or other expenses incurred in connec-
tion with the sale of the capital stock of a corporation could very properly 
be charged to organization expenses. It was generally the practice in 
the past either to charge off the entire amount of the organization expenses 
the first year, although sometimes they were spread over two or three 
years or more. Unless there are very good reasons to the contrary, we 
always advise disposing of the organization expenses the first year, since 
if carried as an asset they add nothing to the strength of a financial 
statement. 
While in the past it has been the custom to actually charge off such 
expenses, it is desirable in view of the present tax laws to now deal with 
them in a little different manner. They cannot, of course, be applied as 
a deduction in determining the amount of taxable income, but they do 
form part of the invested capital. Even if they were charged off they 
could be added back to the surplus in calculating the amount of invested 
capital, but in order that they may not be overlooked, it is preferable, 
in absorbing them in the current year's operations or in several years' 
operations, to credit the amounts so charged off to a reserve for organi-
zation expenses rather than to the account organization expenses itself. 
If this method is adopted, the organization expenses disappear from 
the balance-sheet, but at the same time there is no danger of the amount 
being overlooked because the title to the reserve account indicates that 
it is of such a nature that it should be included in stating the invested 
capital. 
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C O N S O L I D A T I O N S 
Q. Five corporations, all of whose stocks and bonds are owned by a 
holding company, are to be consolidated into a new corporation. The bonds 
are to stand unchanged and the stock of the new or consolidated company 
is to be issued to an amount equal to the total of the stocks of the con-
solidating companies. A l l this stock will be owned by the holding cor-
poration and the result will be an exchange only by the holding corporation 
of the stocks of the five corporations for an equal amount of that of the 
new corporation. 
I would like to know whether it is proper for the new corporation to 
set up the total of the surplus of the consolidating corporations as surplus 
in its opening entry, and whether it can declare dividends out of it to the 
holding company. By virtue of the ownership of all the securities of the 
constituent companies in the first place and the ownership of all the securi-
ties of the new corporation in the second place, there is no real change in 
the corporate relationship, as the companies were and remain one earning 
proposition. 
A . The library has received the following answer to your question: 
In my opinion, the consolidation of the five subsidiary corporations 
into one subsidiary corporation, under the conditions stated in the inquiry, 
would not change the status of the several corporations as respects the 
surplus account or the propriety of using that surplus account for the 
payment of dividends of the holding company. 
In making the above statement it has been assumed that all of the 
surplus of each of the five subsidiary corporations is current surplus 
which could be used in the payment of dividends of the holding company. 
If, however, the subsidiary corporations or any of them were acquired as 
going concerns by the holding company and at the time they were 
acquired had accumulated a certain amount of surplus, then that surplus 
at the date or dates they were acquired is capital surplus so far as the 
holding company is concerned and would not be available for the payment 
of dividends. It is probably not necessary to explain why such surplus 
should be dealt with as capital surplus, because the reasons for doing so 
can be found in numerous articles which have been published from time 
to time relating to the accounts of holding companies and the preparation 
of consolidated balance-sheets. 
If the five corporations or any of them have or should have thus estab-
lished capital surplus accounts in addition to their current surplus ac-
counts, then a like distinction should be made on the books of the new 
subsidiary corporation and only the current surplus of that corporation 
would be available for dividends of the holding company. 
F I R E L O S S E S 
Q. I wil l be very glad if you could give me the experience of some 
other accountants who may have had similar experience in reference to 
the following: 
One of our clients had a fire. In settling with the insurance com-
pany he was reimbursed at the replacement value, this replacement 
refund was in excess of what the goods originally cost—in other words 
a profit was made on the insurance. 
Should this be handled as a separate proposition showing the cost 
of the goods injured by fire and the refund received from the Insurance 
company which was in excess of the cost? 
A . If the property destroyed by fire was merchandise and the amount 
was considerable, the profit might well be stated separately, If it was 
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relatively small this would seem to be unnecessary. If the property de-
stroyed was in the nature of capital assets any profit taken should be 
shown as a separate credit to profit and loss. It might, however, be 
preferable for the concern to take advantage of the provisions of the 
tax regulations in regard to replacements and credit the amount to a 
fund to which it would charge the cost of replacing the capital assets. 
In this way a saving would tend to be effected. 
A n insurance company undertakes to make good to the insurer the 
loss sustained by a fire. In other words, it is intended that the insurer 
shall not be in a less favorable position as respects his merchandise after 
the fire than he was before the fire. 
In the case mentioned the amount refunded was in excess of what 
the goods originally cost, presumably because the market value of the 
goods had advanced in the meantime. If the market value of the goods 
destroyed had not advanced then the insurer would have received from 
the insurance company an amount equal to only the cost of the goods. 
In the latter case it is clear that the transaction would be similar 
in effect to the return of merchandise to a vendor and an allowance 
therefor at cost In such a case the merchandise purchase account would 
be credited in order that the net purchases for the year might be shown. 
In the case of a loss by fire, therefore, it appears to be proper under 
the circumstances mentioned, to credit the merchandise purchase account or 
whatever account may be used to show the purchases of merchandise, with 
the cost of the goods destroyed and charge this amount to a separate 
account 
The amount received from the insurance company would be credited 
to this latter account and the profit, presumably due to the increase in 
market value, would be credited to the profit-and-loss account. 
R O Y A L T Y O N S A N D 
Q. What is the average rate of royalty on glass sand? 
A . We have had experience with one of the largest producers of 
molding sand products. I do not know how that sand would compare 
with glass sand, but in the molding sand business the cost varies from 
a minimum of five cents per ton to a maximum of fifty cents per ton 
(with an average of about twenty-five cents per ton), defending on the 
grade of sand and its availability for shipping. 
N O N - P A R - V A L U E S H A R E S 
In Special Bulletin No. 9, for September, page 6, appears this paragraph: 
"If the corporation desires to declare a dividend at time of reorganiza-
tion or has reason to believe the surplus at time of reorganization will be 
required for future dividends, the amount of the surplus should be allowed 
to remain in the surplus account." 
This subject was debated at a meeting of the New York State Society 
of Certified Public Accountants last winter. I think it was unanimously 
decided that accountants should not sanction balance-sheets prepared as 
indicated but that surplus at time of reorganization should be carefully 
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segregated from general surplus and be shown as special or capital surplus 
so that it would not be used as dividends even though there might be some 
legal sanction for the practice. 
M O R T G A G E S 
We have received the following comment on the article, Mortgages, 
which appeared in Special Bulletin No. 9, page 7: 
The answer to the question on pages 7 and 8 ignores one of the major 
points in the question and that is the rate of interest. Second mortgages 
rarely carry a rate of interest in excess of six per cent. per annum, 
whereas the effective rate of interest is considerably higher. On an 
accrual basis, this effective rate should be taken into account; it is errone-
ous to treat the difference between cost price and par value as a profit at 
the end of the period. 
B O N D S 
Q. A water company is required by its mortgage to deposit with the 
trustee of said mortgage a sum of money annually for a depreciation 
fund. Such fund is to be used for replacements. The trustee has purchased 
with a portion of this fund bonds of the company, paying for same 90 and 
accrued interest. If the cash in the fund at any time is insufficient to 
reimburse the current funds of the company for replacements made by it, 
such bonds in the fund wil l have to be sold. The question is, shall these 
bonds be charged into the fund at cost, or shall they be charged at face 
value and the difference between cost and face value credited to surplus? 
Furthermore, in the balance-sheet shall these bonds be included on the 
asset side in the depreciation fund, or shall they be deducted on the l ia-
bility side from the bonds issued, so that the net figure will be shown as 
bonds outstanding in the hands of the public? The Public Service Com-
mission (Pennsylvania) classification of accounts for water companies 
requires that the difference between face value and cost shall be credited 
to surplus and the face value of the bonds charged to the fund account. 
A . The question does not set forth the exact terms of the mortgage 
requirements, and it is not therefore practicable to make a definite reply. 
In the first place it would appear that the fund created by annual 
deposits with the trustee is a depreciation fund rather than a fund set 
aside for the purpose of redeeming the company's funded debt, and that 
there is no requirement as to accumulating interest on the fund assets. 
The fact that the trustee uses the assets in this fund to reimburse the 
company for expenditures for replacements and that the bonds purchased 
with the fund cash would be liable to be sold at any time to provide cash 
for replacements would argue that the company's bonds, which have been 
purchased at a price of 90 and accrued interest, should remain in the fund 
at cost price, or 90 and accrued interest, as a temporary investment of the 
fund assets. 
The "Uniform Classification of Accounts for Water Companies in the 
State of Pennsylvania" under Account No. 112, Sinking Fund Assets 
(p. 25), deals with bonds acquired by a utility for the purpose of redeem-
ing its funded debt, but in the question stated it would not appear that 
the bonds referred to are purchased for this purpose, and as they are 
subject to realization, should not be carried at their face value. 
If, however, the terms of the mortgage imply that the cash deposited 
constitutes a sinking fund for the redemption of funded debt, the bonds 
purchased through this fund in ordinary practice would be canceled 
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(unless the mortgage required that the interest on the bonds be credited 
to the fund) and the bonded debt outstanding reduced by the amount of 
the bonds so canceled. The difference between the cost price of the bonds 
and the face value of the bonds may be credited as follows: 
(a) That part of the difference which is represented by the propor-
tionate amount of bond discount on the asset side of the balance-
sheet should be credited to "unamortized bond discount account." 
(b) If the bond were purchased at a lower figure than that for which 
it was originally issued, the difference in the price paid and the 
proceeds originally received from its sale could be credited to 
surplus account in accordance with instructions under account 
No. 112 of the Pennsylvania Commission. A more conservative 
manner in which to treat this credit would be to credit the entire 
difference between cost and face value to "unamortized bond 
discount account," as under instructions relating to account No. 131, 
"Unamortized Debt Discount and Expense." Bond discount and 
expense may, if desired, be amortized more rapidly through charges 
of all or any part of it, either at the time of issue or later, to 
account No. 711, "Other Deductions from Surplus Account." 
It would appear that so long as records supporting entries are so kept 
that the utility can furnish information as to the nature and amount of 
its credit and debit made in regard to bond discount, some latitude would 
be allowed in setting up the accounts so long as the spirit of the regu-
lations of the commission was not violated. 
The following additional information was given: 
In my report on the company involved I have stated the bonds so 
purchased at cost in the depreciation fund on the assets side of the balance-
sheet, thus: 
Depreciation fund: 
Cash on deposit with trustee $10,000.00 
Bonds of this company, $10,000 face value 9,000.00 
Interest accrued, not due, on funds and 
bonds 200.00 
Total depreciation fund $19,200.00 
The terms of the mortgage under which the depreciation fund is 
carried are: 
The company shall pay to the trustee on the first day of September, 
1916, and thereafter on the first day of September in each year to and 
including the first day of September, 1925, the sum of four thousand dollars 
($4,000); and beginning on the first day of September, 1926, and there-
after on the first day of September in each year to and including the year 
1954, the sum of five thousand dollars ($5,000), so long as any bonds 
secured by this mortgage remain outstanding. The trustee shall hold the 
money so paid in a special fund to be known as the "depreciation fund," 
which shall be subject always to the lien of this mortgage and shall be 
paid out by the trustee only to reimburse the company for. the actual cost 
of renewals and replacements which shall be made by it from time to time 
upon the property of the company. 
If any portion of the sum paid into the said depreciation fund on the 
first day of September in any year shall remain unexpended on the first 
day of September of the next succeeding year, the trustee shall, i f and 
when requested in writing so to do by the company, accompanied by a 
certified copy of a resolution of the board of directors requesting such 
action, invest such unexpended portion in outstanding bonds secured by this 
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mortgage at the lowest prices reasonably available, not to exceed one 
hundred and two and one-half per cent. (102½%) of the face value thereof 
and accrued interest. 
A l l bonds so purchased and held by the trustee as a part of said 
depreciation fund shall be held by the trustee as valid outstanding bonds 
secured by this mortgage and entitled to all the security thereof and subject 
to resale upon the written request of the company, as hereinafter provided. 
When and as the coupons attached to said bonds respectively mature, the 
same shall be cut off and canceled by the trustee and delivered by him to 
the company. A l l bonds so held by the trustee as part of the depreciation 
fund shall be delivered to the company by the trustee upon the company's 
request in writing from time to time, and upon the payment to the trustee 
of cash equivalent to the average price at which the bonds then forming 
a part of said fund were purchased, and said bonds, with all unmatured 
coupons thereto attached, shall thereafter be subject to resale by the com-
pany as and when, and at such price or prices as the company may be able 
to obtain therefor either at public or private sale. 
If the facts submitted herewith will enable you to do so, please advise 
if your reply is now definite. 
Following is the supplementary information relative to this question: 
In my opinion the bonds are correctly set forth in the balance-sheet as 
sinking-fund assets at their cost price. If, however, there is any reason 
to believe that these bonds could not be realized at the price paid and there 
is no immediate prospect of recovery in price, the bonds should be carried 
at market. Presumably the mortgage does not contemplate the realization 
of a loss on the sale of the bonds, but as these are liable to be converted 
into cash for purposes of replacements at any time, the most conservative 
method of treatment would be to carry them at their market value, if 
they have one. Under these circumstances, any loss sustained by sinking-
fund assets could hardly be put in amongst the assets and would have to 
be absorbed out of the company's revenues. Presumably the sinking fund 
would have to be maintained intact, and if so the amount of loss realized 
and provided for by charge against revenue would have to be replaced by 
an equal amount of cash from current funds. 
Wi th regard to the accrued interest paid at the time of purchase, this 
should be carried as a sinking fund asset up to the time when the next 
coupon matures and is canceled by the trustee and surrendered to the 
company, at which time the company should reimburse the sinking fund 
deposit for the amount paid. Interest accruing subsequent to the date of 
purchase should be charged to accrued interest receivable and credited to 
non-operating revenues. 
D I S C O U N T S 
Q. Should discount on purchases in a trading concern be shown as 
additional revenue or as a reduction in the cost? 
Should discount on purchases in a manufacturing concern having a cost 
system be shown as a reduction in the cost of purchases or as additional 
revenue? 
A . Discounts are of two kinds, trade and cash. Usually trade dis-
counts are deducted on the face of the invoice and the bookkeeping entries 
are made accordingly for the net amount. In regard to so-called "cash 
discounts," the better practice is to treat such discounts also as deductions 
from the cost of purchases. The net price, after deducting all discounts, 
represents the true cost of the goods. If the discount is not taken the 
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loss is a penalty for failure to pay promptly. This principle is recognized 
in public service classifications where credits to income are made sepa-
rately for 
Sales of (say, gas), net after discount 
Forfeited discounts. 
For the purposes of a cost system it is, however, scarcely necessary to 
adjust the individual prices on purchases in respect of genuine cash dis-
counts, as to do so would be a degree of refinement not warranted by the 
value of the results. 
D E P R E C I A T I O N 
Q. Corporation X has been engaged in manufacturing a specialty for 
ten years, during which period it has had an average investment in plant 
and equipment of $500,000. During the first five years it consistently 
incurred losses which ultimately aggregated $200,000, but during the 
latter five years it made profits aggregating $250,000. No provision for 
depreciation was made during the first-mentioned period on the theory, 
which the corporation insists is sound, that since no profits were made 
there was no available source from which to provide a reserve for depre-
ciation. During the latter period since profits were actually earned depre-
ciation was written off at an annual rate based upon cost and probable 
life from date of purchase without in any way reflecting the failure to 
provide for depreciation in the earlier period. 
Query 1. Is it sound accounting to disregard depreciation of plant and 
equipment in use as a charge to profit-and-loss account in periods when 
no profits are earned? 
2. Is is proper to determines net loss on profit-and-loss account without 
making provision for depreciation? 
3. Is a balance-sheet prepared during years of deficits properly and 
correctly prepared if no provision has been made for depreciation? 
A . It seems to me clear that depreciation goes on whether a company 
is making money or losing money. As long as the plant is being operated 
depreciation takes place. M y answers to your inquiries would therefore 
be as follows: 
Query 1. It is not sound accounting to disregard depreciation of plant 
and equipment in periods when no profits are earned. 
2. It is not proper to determine profits without making provision for 
depreciation. 
3. A balance-sheet is not properly prepared if provision is not made 
for depreciation. 
A M O U N T S D U E F R O M O F F I C E R S A N D E M P L O Y E E S 
Q. We have had a recent discussion with the officers of a bank in this 
vicinity as to the propriety of classifying amounts due from officers and 
employees as current assets. In our opinion such amounts ought to be 
considered current assets unless the circumstances are such that the amounts 
are not to be realized in the ordinary course of operations. 
We think that it would be clearly a misstatement of fact, and an 
injustice to the client not to show such items as current assets where there 
are no peculiar circumstances, because if it is not done, it is easily possible 
that the client's financial condition will not show the required proportion 
of net current assets. 
A . The library has received the following answer to your question: 
In my opinion the amounts due from officers and employees should 
be considered as current assets, ear-marked, of course, unless they are 
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very much out of the ordinary. I do not think, however, that it is desirable 
to include them in the "quick assets" if such assets are specifically totaled 
on the balance-sheet. 
O V E R H E A D E X P E N S E S 
Q. One of the leading bankers of this city has requested that we get 
the most authoritative opinion possible on the following problem of dis-
tributing overhead expenses: 
A motor company has 16 departments, consisting of new cars, 
accessories, parts, tractors, tractor parts, plows, harrows, harrow parts, 
repair shop, etc. A number of expenses are chargeable direct to the 
various departments. The problem is to determine an equitable basis 
on which to distribute administrative salaries, rent, heat and light, 
and various other overhead expenses. 
Some have suggested that this distribution be made on a basis of sales; 
others, on a basis of gross profits previously shown; and still others, on a 
basis of floor space, position of same, time devoted by officers and em-
ployees in the various departments. 
We would appreciate it if you will turn our letter over to some member 
of the Institute, whom you think is well qualified to give us a scientific 
method of distribution from the information given above. 
A . My reply to the question must be of a general nature, because any 
plan for distributing administrative overhead must be based upon a 
definite knowledge of the functional organization, plant facilities, and 
operating conditions of the business under consideration. 
The usual procedure for distributing administrative expenses in motor 
companies provides that as great a proportion as possible of the general 
expenses should be allocated to appropriate departmental burden accounts. 
A careful study of the existing conditions will usually suggest fair 
basis for distributing most of the administrative expenses. The rent and 
property taxes may be charged to the various departments on a basis of 
the relative value of the floor space occupied; light and power costs may 
be distributed upon the number of outlets and rated horse-power require-
ments of the department, or if greater accuracy is desired, the current 
used can be measured by simple instruments; fire and compensation insur-
ance may be distributed upon the value of the insurable contents and pay 
rolls of each department, etc. 
The unapportioned balance of the administrative expenses may be then 
spread upon either the direct labor cost, direct labor hour, or machine 
hour basis. The basis most commonly used for apportioning the residue 
of the administrative expenses is the direct labor cost basis. This practice 
appears to be most popular, principally because it is easily applied and 
generally understood by manufacturing executives. It is obviously 
inaccurate where wages for similar classes of work are not fairly uniform 
in the various departments. In many cases it would be more accurate to 
use the direct labor hour or machine hour basis. 
S P E C I A L B I N D E R S 
Binders which were ordered for the convenience of members for 
filing their library bulletins are ready for sale at the price of $1.25 each. 
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